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Can Leasehold Improvements by a Lessee Be 
Treated as Rent?







by the lessee as additional rent.3 The critical factor is whether there is a clear showing of 
intent	that	the	cost	of	the	improvements	are	to	be	treated	as	rent.4
History of the conventional approach
	 Before	1987,	capital	expenditures	made	by	a	tenant	(lessee)	could	be	depreciated	under	






	 After	1986,	the	cost	of	improvements	is	recovered	without regard to the lease term under 
rules generally applicable to other taxpayers for that type of property.7 Thus, with a lease 
of	a	farm	building,	the	building	is	depreciated	as	20-year	property.8 Upon termination of 
a	lease,	if	the	lessee	does	not	retain	the	improvements,	the	lessee	computes	gain	or	loss	
relative	to	the	adjusted	basis	of	the	improvement	at	that	time.9
Improvements to a leasehold
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Partnership,	et	al.	v.	Comm’r,	T.C.	Memo.	2009-107,	hereinafter	








 17  Id.








the	 lessee	has	 the	use	and	enjoyment	of	 the	 improvements.12 
If	 the	 lessee	makes	 the	 improvements,	 even	 though	 the	 title	
vests	 immediately	 in	 the	 lessor,	 the	 lessee	 is	 not	 precluded	
from	recovering	 the	 lessee’s	 investment	 through	depreciation	
deductions.13
 The Tax Court explained that generally, where a lessee makes 
improvements	 to	 property	 leased	by	 the	 lessee,	 the	 lessee	 is	
entitled to depreciation deductions rather than through a current 
business expense deduction.14	However,	as	the	court	noted,	there	
is	an	exception	where	a	lessee	places	improvements	on	real	estate	
that constitute a substitute for rent.15 In that case, the regulations16 
provide	that	the	cost	of	the	improvements	made	in	lieu	of	rent	is	
rental income to the lessor.17 The regulations also make it clear 
that	 improvements	 in	 lieu	 of	 rent	 are	 a	 currently	 deductible	





constitutes rent turns upon the intent of the parties to the lease.20 
To ascertain whether the parties intended the amounts to be 
considered	rent,	the	court	examined	the	various	lease	documents	
and the surrounding circumstances. The Tax Court concluded that 
the	partnership	consistently	treated	the	eligible	improvements,	
both on its books and in its tax returns, as a deductible rent 
expense in the year that it obtained a rent credit for the cost of 
the	eligible	improvements.	Moreover,	the	court	indicated	that	
was consistent with the express language of the lease documents 
which	indicated	that	the	eligible	improvements	were	intended	
by the parties to the lease agreements to be in lieu of rent.21




 1	The	Economic	Recovery	Tax	Act	 of	 1981	 arguably	was	
such	an	exception.	See	Pub.	L.	No.	97-34,	95	Stat.	172	(1981).	
The	1981	Act	recites,	in	the	preamble,	that	the	purpose	of	the	
legislation was “. . . to encourage economic growth through 
reduction	of	tax	rates	for	individual	taxpayers,	acceleration	of	





Bender	2009);	Harl,	Farm Income Tax  Manual	§	3.06	(Matthew	
Bender	2009	ed.).
 3	 Hopkins	 Partners,	 Cleveland	Airport	 Hotel	 Limited	
Partnership,	Tax	Matters	Partner,	et	al.	v.	Comm’r,	T.C.	Memo.	
2009-107.
 4  Id.
 5	Pub.	L.	No.	97-34,	§	201,	95	Stat.	203	(1981).
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